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PREFACE. 

Iw the preparation of this little primer difficulty has 
been experienced in reducing the technical and compli- 
cated terms and methods employed in the money market 
to simple statements of fact that may be readily under- 
stood by the "outsider" or those unfamiliar with the sub- 
jects. 

We desire to express our thanks for substantial aid 
obtained from Mr. H. W. Bosenbaum, the late Mr. Dow, 
Mr. Charles Castelli, Mr. Leonard Higgvns and the Watt 
Street Journal. 

S. A. N". 
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CHAPTER I. 

Definition op Stock Options. 

. Trading in options in the New York and London stock 
markets is governed by important differences of method. 
Abroad, the Committee of the London Stock Exchange, 
recognizes the legality of option dealing in stocks con- 
ducted under certain rules, but in New York the Stock 
Exchange does not recognize option trading. Outside of 
the New York Stock Exchange itself, however, Stock Ex- 
change members and firms deal in options tinder rules 
regulated by 'custom and on contracts recognized and 
enforced by the civil law. The Wall Street option market 
has very narrow limitations, but some time in the future 
it is probable that it will play a much more interesting 
part in the day's work of the money market than it does 
to-day. 

Mr. Charles Castelli in *The Theory of Options in Stocks 
and Shares thus defines stock options: "By the payment 
of an agreed premium, an operator in stocks and shares 
acquires the faculty of becoming either a buyer or a seller 
of stock at a fixed price and for a determined period. The 
* London, 1877. u 
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loss ie simply limited to his disbursement for such period, 
whereas the profit is indefinite, depending solely upon the 
favorable movements of the stock operated in, during the 
time he can exercise this right." 

Mr. Leonard E. Higgins, in *The Put-and-Call says: 
"The word Option in connection with transactions in 
stocks and shares, means a right to buy or sell a certain 
quantity of stock on a given day, at a price agreed upon at 
the time the bargain is struck, for whieh right the 'giver' 
of option money pays a consideration to the 'taker"; the 
said option money being payable at the end of the stipu- 
lated option period. 

"The payment of option money may purchase the right: 
First, to buy stock at a given price, at a specified future 
date, this option being known as the 'Call.' At the endf 
of the option period, the 'giver' declares whether he will 
exercise his option and Call the stock or not. 

"Secondly, to sell stock at a given price at a specified 
future date ; the option is t*hen called a Tuf . When the 

* London, 1902. 

t In Wall Street the option is so written that If owner can 
exercise the rights therein contained "on one day's notice 
except the last day, when notice is not required." This dis- 
tinguishes the New York option from that of London, where 
the rights can only be exercised on a specified future date. 
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option expiree, the 'giver' tells the 'taker* whether he 

wishes to put the stock on him at the agreed price or not.* 

"Thirdly, to either buy or sell (whichever may suit the 

'giver 1 ) stock at a prescribed price at a specified future 

date; the name of the double option is the 'Put-and- 

Call.' "t 

* In New York this declaration Is only necessary when the 
rights In the option are exercised. Also In London, in actual 
practice, the formal declaration of an option only takes place 
when the market price at option time Is so close to the agreed 
price Of the option that the bargain does not speak for Itself. 
When the market price of the stock Is distinctly above or 
below, it Is understood by the "taker" that the stock Is bought 
or sold, as the case may be. 

t Called a "straddle" In Wall Street. 



CHAPTER II. 
The Practice of Option Trading. 

The practice of option trading in stocks is an old one. 
In Wall Street there is always more or less trading in op- 
tions but the trade is not conducted on scientific lines. 
Here the option is bought with the idea and advantage of 
exercising its privileges before the option matures or 
expires. In London, where the business is more of a 
science, the privilege of the option must be exercised on a 
stipulated day. There exists in this requirement an ad- 
vantage for the seller of the option. 

The London buyer of options is accustomed to "trade 
against his options" to a much greater extent than the 
New Yorker, and trading of this character calls for quite 
complicated calculations that would puzzle and confuse 
the average American stock speculator who wants a sim- 
ple, rather than a complicated proposition, and who prefer- 
ably always demands a quick, rather than a slow decision. 
The English stock speculator apparently is slower, more 
patient and willing to work harder to secure a profit than 
his American contemporary, who despises small profits, 
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and has a world-wide reputation among financiers for his 
failure to give proper regard to his interest account Per- 
haps, for the same reasons, English, German and French 
financiers are more skilled in the science of the foreign 
exchanges where the problems are complicated, and the 
profits sometimes very small, but in the aggregate make 
a very important part of the banking business. 

It is unquestionably a fact that the option business 
occupies a much higher status among financiers in Lon- 
don than it does among those of New York. "The basis 
of the London option dealers' quotation seems vague," 
says a Wall Street student of finance, "and on superficial 
view his offer to take 5% per cent, for the 'Put-and-Call' 
(or Straddle) of Louisville & Nashville over a period of 
two months looks like a mere bet, but it is nothing of the 
kind. He works by rule of thumb, but he has an exact 
theory behind it. He knows that the average quotations 
of Louisville & Nashville will not fluctuate so much as 
that over a great number of two monthly periods, and he 
works exactly upon the lines of any other dealers in insur- 
ance. Just as the seller of life insurance knows that 
accident or unsuspected disease may call upon him in one 
particular case to disburse a very heavy premium for a 
risk only recently taken, yet at the same time his actuaries 
tables tell him that if he can only get enough business of 
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the kind, the law of averages will bring him out with ex- 
penses and a legitimate profit. The option seller uses ex- 
actly the same principle that the bookmaker does when he 
lays' every horse in a race. He knows that if he can 'lay 
his book round' he stands to make a profit whatever horse 
wins, provided of course he makes no bad bets. That is 
the position of the London option dealer. In his mind he 
makes a sum about as follows: 

Per cent. 

The average two months' fluctuation, say 4% 

Working cost; interest on capital, and other contin- 
gencies, say % 

Margin of profit *4 

Total .' 5% 

"Of course the option dealer is also an active trader in 
the market, and he can protect himself from the loss in- 
volved in some extraordinary fluctuation by buying or 
selling stock. Experience, however, has taught him that 
the less he does of this the better, and it will be found that 
a very small part of the option dealer's business consists 
in direct transactions in the Stock Exchange. If the stock 
is put to him on an option, of course he sells it, and if it 
is bought from him, he buys it again to the greatest advan- 
tage in order to deliver. 

"But his system is sound, and he knows that if he works 
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it properly, the law of averages will bring him home. He 
says himself that a hundred tips are given for one that 
comes off, and possibly his mental attitude favors a posi- 
tion where he backs inertia against activity. Neverthe- 
less the options he sells are of definite and ascertainable 
value or there would not be a market for them." 



CHAPTER III. 

Amebican Contbact Fohms. 

A Gall gives the owner and holdeT the right to call 
upon and buy from the writer of the privilege a certain 
amount of stock at a specified price, usually above the 
market, within a limited time. A Wall Street privilege 
carries with it the right to exercise delivery of the stock 
within a limited time. The London privilege specifies a 
certain date. At any time within the life of the Wall 
Street privilege you can exercise its rights. In London 
the privilege is confined to a certain day, and before its 
maturity if it shows you a profit, you are obliged to trade 
in the open market and then balance the operation on set- 
tlement day. 

A Call reads as follows: 

New York 19 

For Value Received, the bearer may call on me on 
one day's notice except last day when notice is not required 

of the Stock of the 

Company, at 

per cent, any time in days from date. 
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All dividends for which Transfer Books close during 
said time, go with the Stock. 
Expires 19 

M 

Assume that Union Pacific was selling at 100 and you 
bought a Call to run one week at 101 for $100. If your 
transaction is confined simply to the Call the stock must 
sell above 102% within the week before you derive any 
profit. If it sells at 102 and you Call from the writer 
of the privilege 100 shares at 101 you receive and pay 
for it at that price. You then sell the stock in the open 
market at 102. Your commission is %. You paid $100 
for your Call and you recover your option money. Any- 
thing above 102% would be net profit. If the stock went 
down your loss would be confined to the $100 you paid 
for the privilege. 

But, assume that you were a "bear" and were "short" 
100 shares of Union Pacific at 103. If the market ad- 
vanced you could Call the stock and deliver it on your 
"bear" commitment and thus limit your loss to approxi- 
mately $100. You would have been insured against fur- 
ther loss through the rights sold with the privilege. 

A Put reads as follows: 

New York 19 

foa Valdb Received, the bearer may deliver he, on 
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one day's notice except last day when notice is not required 

Shares of the Stock of the 

Company, at 

per cent, any time in days from date. 

All dividends for which Transfer Books close during 
said time, go with the Stock 
Expires 19 , 

M 

A Put is the opposite of a Call. 

Assume, for example, that Union Pacific is selling at 
100. You believe that it will decline. You buy a Put 
at 99, good for one week for $100. If it declines below 
99 you buy 100 shares of stock in the open market and 
deliver it to the writer of the privilege, deriving the 
difference between the option price and the mar- 
ket price. Your risk would be limited to the 
amount of the option money. If you were a speculator 
and the owner of 100 shares of Union Pacific and wished 
to insure it against loss for a specified time, a Put would 
act as an insurance policy against loss. The cost of the 
option would be the amount of your insurance premium. 

Traders at times exercise privileges in another way. 
Assume that you are a trader and own a Put on 100 
Union Pacific at 99. The market declined to 98, and 
against the Put you bought 50 shares at 98, and again 55 
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shares at 97. In the event of a rally you could sell out 
your 'long" stock. If there is another decline you could 
rebuy and resell, on a second rally, protected by the Put. 

Experienced traders, however, find that the latter oper- 
ation works out better in theory than in practice. 

A Spread reads as follows: 

Foe Value Received, the bearer may deliver to me, 

Shares of at or 

Call upon me for Shares of at 

at any time within days from date. 

19 



If Union Pacific is quoted at 100 the Call price would 
probably be 101 and the Put price 99. 

Protected by such a privilege a trader can make ven- 
tures in the open market on either side. 

Yet another privilege is called the Straddle. This car- 
ries the right to Put or Call a number of shares of a 
specified stock at the same price. A Straddle on Union 
Pacific at 100 would give you the right to receive it or 
deliver it at 100 up to and at the maturity of the option, 



CHAPTER IV. 

American Options or Privileges. 

American options are usually employed in one of three 
ways: 

(1) They are purchased in the hope and expectation 
that as the price at which the option privilege may be 
executed approaches, the value of the option itself will 
increase, so that the buyer can sell out his option at a 
profit: Buyers of this type are dealers or brokers in op- 
tions. 

(2) They are purchased by speculators who believe that 
the market, or a particular stock, is about to have a con- 
siderable advance or decline and that money can be made 
by exercising the right incorporated in the option. In 
transactions of this character the effort is made to buy 
the option at or near the beginning of a substantial mar- 
ket swing. There is, usually, active trading in options 
when the market approaches the culmination of a' pro- 
longed advance or decline, and the chance of reaction 
(within the time limit of the option) is strong. 

(3) It is contended that the most important use of op- 
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tions by buyers is made when they are bought for the 
protection of operators trading in the stock market. In 
a case of this kind the holder of the option would regard 
his option as a policy of insurance, the cost of the insur- 
ance being the price of his option. 

Options are usually sold by (1) option dealers or 
brokers; (2) by operators in stocks desiring to assist their 
manipulative deals, and (3) by operators in stocks wish- 
ing to partially protect profits or with some special object 
in view: 

( 1 ) Option dealers or brokers may "write" and sell their 
own options or simply deal in the options of others. Their 
number is limited. Dealing in options on the floor of 
the Stock Exchange is not recognized by that institution. 
Stock Exchange members, however, frequently buy and 
sell options. Twenty years ago trading in options in Wall 
Street was much more common than it is to-day. In 
recent years trading in privileges in Wall Street has been 
greatly restricted. Reasons for this are that representa- 
tive firms have been unwilling to undertake to sell options 
on the insurance plan as in London; few men have been 
disposed to sell them in small lots, and, during the period 
when the Spanish War tax prevailed, the tax cut into the 
profits of those dealing in options. In consequence of 
those conditions the option business for a time was to an 
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extent degraded by its associations. Very largely the bus- 
iness has been diverted to the London market, where deal- 
ing in options is an important part of the securities' trade 
and is so recognized. There has never been a time in the 
history of Wall Street when its market in options has ap- 
proached in importance that of the London market. It is 
possible, and even probable, however, that the day is not 
far removed, when Wall Street wiil recognize the possibil- 
ities of the insurance feature of the option market and 
profitably cultivate it. As explained elsewhere, privileges 
in London are sold for succeeding accounts; that is to say 
an option sold in January might run to the last account 
in February or the last in March or even to the last in 
April, the price depending upon and rising with the time 
which the option has to run. The tendency in the Wall 
Street market has been to make the Put or Call price for 
a period of about thirty days, 4 to 5 points from the mar- 
ket price. On the other hand the tendency in the London 
market has been to sell a closer option for the same per- 
iod; say 3 points from the market for thirty days. 

Another distinction between the London and New York 
option is that the London option carries interest. Several 
New York Stock Exchange houses have cable and financial 
connections through which they acquire London options, 
permitting trading on such options, with settlement of 
the account in New York. 
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Still another difference between the two markets is that 
in New York options are generally sold with a special 
object in view, while in London the price of the option, 
the law of averages and the volumes of business are tho 
primary factors entering into the financial calculation. 

Undoubtedly this trade as conducted in London is more 
complicated than trading in stocks, as conducted in New 
York, and calls for more financiering skill. In their 
stock transactions Americans apparently prefer the utmost 
simplicity, and in this respect it is to be remembered that 
many traders in stocks are absolutely unable to arrive at 
an intelligent understanding of the "bear" operation in 
stocks. 

(3) Used in the manipulation of stocks by large opera- 
tors, the ojftion does not enjoy the same favor in Wall 
Street that it did twenty or thirty years ago. The opera- 
tion is comparatively simple. A private banking house of 
large resources may desire to market, say, 100,000 shares 
of stock. The house in question will offer a large operator 
a Call on this stock at a certain price, with the stipulation 
that the operator shall make all the money he can by creat- 
ing a market for this stock. The operator's profits will 
consist of the difference between the Call price of the 
stock, and the average gross selling price above the option 
price, less his expenses. An operator of this class under 
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such conditions will sometimes make up a pool among his 
associate operators and traders, the pool taking all or a 
part of the stock, and adding its endeavors to work the 
market up above the Call price. It will he readily under- 
stood that the objeet of all concerned in this transaction 
is to unload the stock upon the general public, at as high 
prices as can possibly be obtained. 

It also happens at times that operators of this class 
receive Puts on a large block of stock that they are ex- 
pected to market. The Puts are given to protect the oper- 
ator against an unexpected decline and as a guarantee of 
good faith. The operator expects to sell profitably, but if 
he has to buy more than he can sell, the principals, gener- 
ally bankers, agree to take this stock off hie hands at a 
price which will show him no loss. • 

(3) Large operators also occasionally resort to the use 
of options to assist their operations in other ways. Such 
an operator may ostentatiously offer to buy Puts on the 
stock in which he is interested for the moment at a very 
cheap price. This is done to inspire confidence in the 
prospective buyer, but the guide is not a reliable one. The 
operator may be honest in his belief that the stock in 
question is about to advance, and in that way wish to 
increase his following; hut owing to the limited market 
for options of this kind in Wall Street, it is obvious that 
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Puts of this character might at small expense be utilized 
to assist in unloading stock at the prevailing market price. 
If the operator in such a case had definite knowledge that 
the stock in question was about to decline, rather than 
advance, he could protect himself against the Put by sell- 
ing a corresponding block of stock, short, and then on 
receiving the stock, represented by the Put, deliver it to 
the buyer at the higher price, and thus lose nothing. 
Where speculation for the decline is to be encouraged this 
operation can be reversed by offering to dispose of Calls. 

The willingness or unwillingness of large operators to 
sell options is at times utilized as a suggestion of their 
probable market position. An operator may be bullish 
on a certain stock but his statements are doubted. An 
agent is sent to him and he is asked if he will sell options 
on the«stock in question and on his reply a deduction may 
he made on the probability of an advance or decline. This, 
however, is not a reliable guide, as the operator may refuse 
to dispose of options on various grounds not identified 
with his market operations. 

Large operators also nse options, especially Calls, in the 
employment of financial writers to encourage buying of 
stocks undergoing manipulation. An operator may wish 
to advance a stock and unload upon the public. He will 
bribe those financial writers who will accept bribes, by of- 
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fering the Calls at the market, or on a scale upward, in 
return for their assistance in "booming" the stock or 
stocks in question in the financial columns of the publica- 
tions they control. Here, the Calls are not actually sold, 
but are exchanged for what is considered to be an equiva- 
lent in the form of illegitimate advertising. 

Perhaps the largest dealer in privileges in the Wall 
Street market has been Mr. Russell Sage. The price of 
options and the time covered vary greatly. In those re- 
spects the New York and London option markets vary 
greatly. Sellers of options in London as a result of long 
experience, if they sell a Call, straightway buy half the 
stock against which the Call is sold; or if a Put is sold, 
they sell half the stock immediately, finding that in the 
long run this method usually works out a profit. Mr. 
Sage's custom, during his extraordinarily active career, has 
been to sell Puts or Calls, running from 30 to 60 days 
for about $100 per 100 shares. It is also worth bearing 
in mind that Mr. Sage, like most other American option 
dealers, has preferred to sell options on stocks in which 
he was interested as an "insider" and presumably knew 
rather more than the option buyer of the probable imme- 
diate course of market prices. Suppose, for example, that 
Mr. Sage owned a block of Missouri Pacific and that the 
stock had been advanced to 127. At that price there waa 
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8 demand for Calls to run thirty days at 1 per cent, from 
the market. Believing that a reaction is probable, Mr. 
Sage disposes of Calls on 1,000 shares, and then Missouri 
Pacific must advance to 128 before the stock is called, 
when the owner is willing to deliver the stock at what 
he may consider to be a very fair or handsome price, as 
the case may be, replacing bis investment stock when a 
decline in the market permits him to profitably do so. It 
will be noted that a financier of large wealth, holding 
blocks of speculative and investment stocks, could utilize 
the option market in this and various ways, having special 
objects to be gained. The field, if a broad one, would be 
extremely profitable to such an operator, but the fact is, 
that its limitations are very narrow and sharply defined. 
Mr. Sage, as the leading American option seller, has 
never sold options with the object of insuring the buyer 
against loss. He has backed his own market judgment 
as against that of the buyer, or has sold when he was pro- 
tected by his holdings of stocks, or was willing to increase 
his holdings at prices that appealed to him as an investor 
of large resources. 



CHAPTER V. 
Value op Options. 

The New York dealer in options when asked how he 
arrived at the value of the Put-and-Call or Straddle re- 
plies that it is a matter of "judgment," "shrewd -guessing" 
or that the value can only be determined when the option 
has been exercised or expired. Value, then not being as- 
certainable at the time of sale, would not govern the price^ 
which is ft gamble if having no object other than the 
expectation that the buyer will lose. 

"It may be worth while," says Mr. Higgins in The Put- 
and-Call, "to discuss the conditions regulating the prices 
of options, and to see if we can determine some method of 
ascertaining at any rate the probable minimum value of 
a Put-and-Call for a certain given period. 

"In order to do this, let us first see what the giver for 
the Call of a certain stock (in the London market) really 
does. He thinks, for example, that Brighton 'A' stock is 
going to rise, but having, on previous occasions, found that 
the movement of this stock for some inscrutable reason had 
been diametrically opposed to the favorable opinion he 
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had preconceived for it, he seeks to insure himself against 
unlimited risk, and is willing to pay an insurance pre- 
mium for the convenience. Accordingly he goes to an 
option dealer, who is willing to grant insurance against 
rises and falls, and says: 'I wish to speculate in Brighton 
''A" for two months ; if I buy i5,000 stock, at what rate 
will you insure me against loss?' The option dealer re- 
plies: 'I will take the risk of the rise or fall for 2^ per 
cent., or the risk of both for 4^2 per cent. Now what is 
it that suggests the figure of 4J^ per cent, to the option 
dealer as a reasonable cover for the risk he is taking over? 
He must say to himself: 'I do not think, judging from 
my experience, that the fluctuation of Brighton "A" 
during the next two months will be more than iy 2 per 
cent. It has been much more at times but the market is 
dull now, 4^£ per cent, is a good deal of money in hand, 
and I think the business is worth doing.' He forms in 
his own mind an estimate of the probable movement of the 
stock during the next two months, and the result of his 
mental calculation is. that he runs the risk of the rise and 
fall from the present market price of Brighton 'A* for a 
premium of 4% per cent. Had the proposition been Con- 
sols he would probably have asked about % per cent., 
Erie shares zy 2 per cent., St. Paul shares 5 per cent., all 
on the same rough-and-ready principle. Now, is it not 
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possible to ascertain by statistics a figure which should 
represent more accurately the 'probable risk' run than one 
which had been determined, in the first place, by guess 
work, and in the second, by the speculative impulse of the 
moment f 

"The writer is of the opinion that the risk can be ascer- 
tained with a considerable degree of accuracy; and in this 
belief he has selected some of the principal speculative 
stocks and traced their fluctuations from week to week 
over a period of seven years from January, 1888, to De- 
cember, 1894. The price of each week has been compared 
with those of the previous week, fortnight, month, two 
months, and three months (the fluctuations being carried 
out in columns), and averages have been taken over the 
whole period in question. 

"The American stocks selected for the purpose are: 
Erie, Norfolk & Western, Union Pacific, Chicago, Milwau- 
kee & St. Paul, and Louisville & Nashville. 

"During the seven years under review these representa- 
tive stocks have been subject to every kind of influence, 
financial and political; they have seen times of utter stag- 
nation, and times of the greatest activity; weak markets 
and strong markets; alternate periods of excessive optim- 
ism and desperate depression. And during the whole term 
they have moved up and down consistently with the spirit 
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of the seasons through which they were passing, tht) fluc- 
tuations at one moment being rapid and violent, at another 
almost imperceptible. If, therefore, an average be ascer- 
tained of the fluctuations for given periods in the market 
prices of these representative stocks, would not that aver- 
age form a fair basis upon which to calculate the expected 
performance of these particular stocks in the imm ediate 
future? In fact, does it not come to a question of insur- 
ance pure and simple, a premium being asked to cover a 
risk ascertained by a kind of actuarial calculation? Very 
nearly, although there is a difference between this and 
other classes of insurance ; were it not so, one could reduce 
Stock Exchange operations to a certainty, which is known, 
to borrow Euclid's expression, to be absurd. The differ- 
ence lies partly in the fact that the statistics governing 
the premiums exacted for insurances upon life, fire, acci- 
dent, etc., are obtained with greater accuracy from results 
spread over a much longer period than it would be possi- 
ble, or even useful, to do in the case of stocks, and that 
the conditions from which these results follow are much 
more regular and reliable. Thus, a life insurance company 
knows that out of one thousand Tiealthy males' of thirty 
years of age, it can, with the greatest amount of certainty 
expect eight or nine to disappear from the scene of its 
actuarial calculations before the age of thirty-one. In 
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other words, the 'cost of carrying the life' for one year 
of a man aged thirty, of robust health and good habits, is 
ascertained to be under £9 per £1,000. Whatever the 
company can charge over and above this amount, plus the 
working expense, must be its profit, always provided that 
it can do sufficient business to establish an average. And 
it is precisely these last words that express the great dif- 
ference existing between the insurance against fluctuation 
of stocks and most other classes of insurance. To calcu- 
late the value of a risk is one thing, hut to make a profit 
by dealing on that basis is quite another. An individual 
might insure the life of another to the extent of £1,000 
for £30 per annum (on the assumption that the actuarial 
risk was £15, and consider that he was making £15 a year 
by the transaction; but if the insured dies in the first 
year there is a loss of £970 in spite of all actuarial reck- 
oning. He must Hake the money' very many times to 
make it pay. 

"It is just so with the taker of option money. Not only 
must he ascertain the average past behavior of the stock 
he is about to deal in, but he must be careful that he can 
sell this risk a sufficient number of times during the year 
to establish the average upon which his premium is based. 

"Now, most people who are conversant with the nature 
of speculative transactions in stocks, and with options in 
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particular, will know that owing to the fickle nature of 
givers of option money it is impossible to establish the 
average aa suggested above. In actual practice, it istfound 
by option dealers that, unlike other classes of insurers 
who are willing, e. g., to insure their lives although they 
are in the best of health and spirits at the moment, or 
their houses in spite of their entertaining no immediate 
fear of being burned out, the giver of the option money 
only seeks protection when he considers that the option 
money paid does not anywhere nearly represent the risk 
of which he is relieving himself by passing it onto his 
taker. There is not that noble unselfishness about a buyer 
of a Put or a Call which is displayed by the man who 
insures his life only because 'All men are mortal' and pro- 
vision must be made for his family. Indeed, where would 
our great life insurance companies be if they only re- 
ceived proposals from people who came in because they 
were not feeling well. It amounts to this, that the greatest 
demand for optiong springs up at a time when it is least 
profitable for the taker to operate, when dealing against 
the option in the firm stock is fraught with the most ser- 
ious danger and difficulty ; and per contra, just when the 
option taker has a chance of recouping his losses by 'run- 
ning the Put-and-Call' in a dull and inactive market, he 
finds that there are 'no qivers' ! Then it may be asked 
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how is it possible ever to find a taker of option money at 
anything like a reasonable rate? The answer is that the 
option dealer does not work upon any regular system or 
actuarial basis, but is guided in his operations mainly by 
the speculative impulse of the moment. This speculative 
impulse does not exist in any other description of insur- 
ance, and had it existed to any appreciable extent, the life 
of the great insurance corporations would be as extinct at 
the present moment as is the business of the majority of 
. the great option dealers who have found by experience that 
I it is the givers, and not the takers, of option money who 
' have gained the advantage in the long run. A comparison 
of the table of the Average Fluctuations with, lists of op- 
tion quotations ruling in the market during past years 
will suffice to illustrate the argument that takers of option 
money have been carrying on an insurance business with 
no margin for profit and working expenses, even if they 
could rely on being able to take the same amount of option 
money on the same quantity of stock all the year round 
and for many years in succession. 

"To lay down a distinct rule for the amount which, in 
order to provide a reasonable margin for profit and work- 
ing expenses it would be necessary to add in the shape of 
'loading,' to the option values, as set out at the end of 
this chapter, would be extremely difficult; for the condi- 
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tions of the markets vary so much that what might appear 
a liberal allowance at one time would be inadequate at 
another. It is safe to assert, however, that in order to 
carry an option-taking business to a successful issue it 
would be essential: 

Firstly, to ascertain the past average fluctuation over a 
considerable period of time of the stock to be operated in. 

"Secondly, to consider whether there is any special in- 
fluence at work calculated to modify that average result 
in the immediate future (sueh as a particular scarcity of 
the stock for delivery, financial strain, or probability of 
political complications). "" 

"Thirdly, to accept risks on approximately the same 
amounts of stock at regular intervals of time. 

"Fourthly, to add to the 'average value' of the Put- 
and-Call an amount which will give a fair margin of 
profit and allowance for working expenses. 

"Fifthly, to make provision for possible default on the 
part of the giver (since the option money only becomes 
payable at the end of the option period), and for special 
contingencies, such as large differences or bad debts on 
option stock carried over — through buying one-half of the 
stock to convert the Call into a Put-and-Call — or loss 
through an unexpected rise in the money rate, none of 
these mischances being provided for in the 'average value' 
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tables, which have been calculated simply from the aver- 
age fluctuations. 

"Sixthly and lastly. — To be careful that, having once 
accepted a risk, the option shall be allowed to run to the 
end of the option period without being tampered with by 
hedging operations in the firm stock or 'eutting the loss' 
before its time, and that at the expiration of the option 
the profit or loss shall be taken as final and the position 
he absolutely closed, 

"Neglect of any of these conditions would completely 
spoil the average and convert a stocks insurance business 
into a mere gamble. Let us examine how far they have 
been observed in the quotations of options for two months 
and three months respectively in two of the leading spec- 
ulative shares of the American railroad market — St. Paul 
shares and Louisville & Nashville. 

"Taking the first-named stock we find that in 1888 
fifty-two fluctuations of two months averaged 4.4? per 
cent.; the same number of fluctuations in 1889 averaged 
3.02 per cent.; in 1890, 6.05 per cent.; in 1891, 4.63 per 
cent; in 1892, 2.88 per cent; in 1893, 6.48 per cent.; 
and in 1894, 4.29 per cent. — showing a grand average 
over the seven years of 4.54 per cent. 

"The three months' fluctuations in the same stock came 
out as follows: In 1888, 4.30 per cent.; in 1889, 3.16 per 
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cent; in 1890, 8.11 per cent.; in 1891, 6.70 per cent; in 
1892, 2.W) per cent. ; in 1893, 7.02 per cent. ; in 1894, 5.40 
per cent — giving a grand average in seven years of 5.29 
per cent. 

"By the same process we find that the two months' and 
three months' fluctuations of Louisville & Nashville shares 
were: 

Two Months. Three Months. 
Per cent. Per cent, 

1888 3.84 4.19 

1889 5.43 8.02 

1890 4.77 5.05 

1891 4.32 4.59 

1892 2.88 2.90 

1893 5.41 7.28 

1894 4.53 5.40 

Average 4.45 per cent. 5.34 per cent. 

"Now, to put the argument into a practical form we will 
assume that it would have been possible for an individual 
or a company to take 4.45 per cent, for the Put-and-Call 
for two months of 1,000 Louisville shares once every week 
from Jan. 1, 1888, to Dec. 31, 1894; that it was not neces- 
sary, in order to do this, to take for the Call of 2,000 shares 
and buy 1,005 shares, thereby indirectly increasing the risk 
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and working expenses; that no bad debts were incurred by 
givers failing to pay up at the end of the time; that every 
operation was closed at the expiration of the option, and 
that no unfortunate hedge against a dangerous-looking op- 
tion was ever done during its currency. The taker would 
have had a running risk of 8,000 shares against him, one 
option maturing every week and another taking its place; 
he would have dealt fifty-two times in 1,000 shares in each 
year, and again fifty-two times in 1,000- shares in rebuying 
or re-selling to close his position ; that is, in 104,000 shares 
(of $100 each), or in a total of 728,000 shares in the seven 
years, equal to a turn-over (taking an average price of 63) 
of £8,750,000, with a result of no profit, many heartaches, 
and the whole of his working expenses to the debit of the 
account. 

"But suppose that an individual dealer could conduct an 
option business on the above scale at a working expense of 
£1,300 per annum, inclusive of bad debts, and that being a 
modest individual, he would be willing to run a permanent 
risk against himself of 8,000 shares for about £5,000 a 
year profit; finally that he uses in his option business only 
an amount of capital sufficient to cover the loss on 8,003 
shares in the greatest two months' fluctuation in Louisville 
known during the 'last seven years (16^ per cent, in No- 

* Written In 1896. 



THE ABCOF OPTIONS AND ARBITRAGE. 4] 

vember, 1890) say £26,000; he would then have to charge 
for the option: 

Per cent. 

(1) The "average value," say 4% 

(2) Proportion of working cost £1,330 % 

(3) Proportion of 5 per cent, interest on a 

capital of £26,000 % 

(4) Other contingencies % 

(5) Margin of profit % 

Total 5% 

"Thus, by taking every week 5% Put-and-Call of 1,000 
Louisville shares for two months ahead, and closing the 
operation in each case at option time, a taker would secure 
a profit in the average of $.50 per share equal to £5,230 on 
52,003 shares. On the basis of 5% his profit would be 
£2,600, and at 4% he would have paid his working ex- 
penses and the interest on his capital but have no profit. 

"Now, to turn one moment for fact, notice that: 

"In the first week of January, 1895, the two months' 
tingle options in- Louisville and Nashville shares and St. 
Paul shares were quoted at $1.87%, equal to $3.75 for the 
Put-and-Call! 

"The three months' single options of these two stocks 
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on the same date were quoted respectively, $2.25 and 
$2.371,4, equal to $4.50 Put-and-Call on Louisville and 
$4.75 on St. Paul. The 'average values' for three months 
come ont 5.34 per cent, on Louisville and 5.29 per cent, on 
St. Paul, and, treating these figures in the same manner as 
we have done in the case of the two months' options, we 
find that, on the basis of $6.25 the option taker would have 
averaged a profit of $.50 per share during the seven years, 
1888-1894, and that at the premium of $5.75 he would 
have just paid his expenses and interest on capital. At 
any lower premium he would have worked at a loss. 

"The appended table of average value is by no means 
complete, although it has been prepared, as far as it goes, 
with a considerable amount of care, and the main object 
of introducing it is to offer a practical reply to those who 
have been heard to say: 'If the option dealer thinks it 
good enough to take the money, it cannot be 'business' for 
me to give it.'" 
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Table op Average Value. 

The approximate value of the "Put and Call" of some 
leading stocks, as ascertained by the average fluctuations 
for the period in question, between Jan. 1, 1888, and Dec. 
31, 189.4. 



CHAPTEH VI. 

Castelli and Higgins oh Options. 
The difference between English and American trading 
in options along complicated rules of procedure is so pro- 
nounced that a study of the subject from the English point 
of view cannot be pursued with financial profit by Ameri- 
can stock traders. This statement, however, does not apply 
to the simpler methods of option trading. Mr. H. W. Eos- 
enbaum, who is perhaps Wall Street's oldest option trader," 
has conducted in the London market very profitable opera- 
tions for New Yorkers. Prior to the second election of 
the late William McEinley to the Presidency of the United 
States, Mr. Eosenbaum for a New York client of responsi- 
bility, negotiated the purchase in the London market of 
a large number of Calls on American stocks. On the sub- 
sequent rise, the stocks were sold and the rights incorpo- 
rated in the privileges exercised as they matured. In one 
instance a profit in excess of $100,000 was returned to a 
New Yorker who had not been required to deposit one 
penny as margin, Mr. Eosenbaum giving him the necessary 
credit. Of course had the options proved to be valueless 
their cost would have been promptly defrayed. New York 
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option operations in the London market, however, are ob- 
viously confined to the more simple forms. 

In 1877, Mr. Charles Castelli, a stock broker published 
The Theory of Options. His illustrations are for the moat 
part based on transactions in foreign securities, and have 
at this time no practical value to Americans as they are 
not applicable to American markets. After an explanation 
of the more simple forms of trading in Puts and Calls he 
undertakes the task of unraveling the mysterious operation 
of "Complicated Options." "The essential qualities in 
trading in them," he says, "are good judgment and a thor- 
ough memory of the working and skillful application of 
options." To acquire these qualities, as might be expected, 
years of study are required. Several years ago a London 
broker in options came to Wall Street and endeavored to 
interest several firms iu the advisability of engaging in this 
business. He was unsuccessful. Undoubtedly the chief 
handicap under which he labored was his inability to make 
himself and his business understood. 

A later and more useful book than that of Mr. Castelli 
is The Put-and-Call by Mr. Leonard K. Higgins, which is 
also published in London. He refers significantly to the 
value of options to buyers, saying: 

"In all the examples of option dealing considered, the 
operator has been made to deal against his options in firm 
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stock for the option period. *In actual practice this is 
frequently very difficult to do, especially when it is a ques- 
tion of dealing for two or three months ahead in times of 
excitement and great speculation." 

Defining the Call o' More and the Put o* More, as distin- 
guished from the Put, Call, and Put-and-Call, Mr. Hig- 
gins says : "The premium paid for the right of calling or 
putting stock at some future date, at a stipulated price, is 
sometimes included in the price at which a transaction is 
done, for the same date, in firm stock. Thus, a 'giver' 
of option money will buy a certain amount of stock firm 
for delivery, e. g., two months ahead, at a figure suffi- 
ciently over the current market price for that period to 
carry with it the option of calling a like amount at the 
same price. This transaction in options is known as buying 
stock 'call of more.' 8 

"The 'put of more' is the same kind of optional trans- < 

action, in the other direction. The giver sells stocks to the f, 

taker .under the market price with, the privilege of being fr 

able to sell him another like quantity of the stock at the £ 

same price at the end of the option period. In these cases, - 
the difference allowed between the market price and the jj 

price fixed upon is regulated by the market value of the ' 

option in question at the time of 

•The italics are ours. 
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"A stock may be bought call o' more or bought put o' 
more; in the former case the buyer is 'giving option 
money,' and in the latter he is 'taking option money.' In 
like manner if A sells to B stock call & more, the option to 
call rests with B, and A ie 'taking option money.' If A 
sells stock to B put o' more, he is giving the option money 
and has the. right to put on B. 

"The price given for the firm stock may carry the right 
to buy twice, three times, or any number of times, the 
amount of the firm stock dealt in; the options being 
termed 'call of twice more,' 'call of three times more,' etc., 
or, in selling direction, 'put of twice more,' 'put of three 
times more,' etc. Such fancy options, however, are not 
very frequently indulged in." 

Of the most popular method of operating, Mr. Higgins 
says: 

"It may be worthy of remark that 'calls* are more often 
dealt in than 'puts,' the reason probably being that the ma- 
jority of 'punters' in stocks and shares are more inclined 
to look at the bright side of things, and therefore more 
often 'see' a rise than a fall in prices. 

"This special inclination to buy 'calls' and to leave 'puts' 
severely alone does not, however, tend to make 'calls' dear 
and 'puts' cheap, for it can be shown that the adroit dealer 
in options can convert a *puf into a 'call,' a 'call' into a 
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'put,' a 'call o' more' into a 'put-and-call,' in fact any 
option into another, by dealing against it in the stock. We 
may therefore assume, with tolerable accuracy, that the 
'call' of a stock at any moment costs the same as the 'put* 
of that stock, and half aa much as the Put-and-Call." 

After giving eight examples of option trading in the 
London market Mr. Higgins, as a giver of option money, 
arrives at the following conclusions : 

1. That a Call of a certain amount of stock can be con- 
verted into a Put-and-Call of half as much by selling one- 
half of the original amount. 

3. That a Put of a certain amount of stock can be 
turned into a Put-and-Call of half as much by buying 
one-half of the original amount. 

3. That a Call can be turned into a Put by selling all 
the stock. 

4. That a Put can be turned into a Call by buying all 
the stock. 

5 and 6. That a Put-and-Call of a certain amount of 
stock can be turned into either a Put of twice as much by 
selling the whole amount, or into a Call of twice as much 
by buying the whole amount. 

Mr. Higgins relates this anecdote: "An operator in 
order to disguise his position and avoid suspicion, may 
elect to give for the Put-and-Call of a stock instead of 
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either the Call or the Put, and afterward turn his position 
into the single option by degrees. There is a story of a 
German banker, anxious to dispose of a large amount of 
some bank stock, approaching an option dealer who, after 
some conversation upon the merits of the stock in ques- 
tion, took money from him for the Put-and-Call of a con- 
siderable portion of the amount the banker really wished 
to dispose of. Some little time after the option dealer 
found that the stock was easier to buy than to sell, and not 
wishing to have this large block thrown on his hands he 
took every opportunity of raising the price whenever it 
could be done at the expense of buying a few thousand 
pounds more of the stock. A short time before the option 
became due the selling seemed to have ceased, and, in fact, 
the price rose so rapidly that the option dealer began to 
wonder where he would get the balance of stock from in 
case it was called of him. Indeed, so great was his uneasi- 
ness that by degrees he covered the whole of his position, 
the seller of the stock, unknown to him, being his option 
giver; and on the day the option was due, the price was so 
far above the option price that no doubt was left in his 
mind as to which way the banker would declare his option. 
At option time the banker approached the dealer, who said : 
'I congratulate you on the fine fit you have on your option ; 
you, of course, call the whole of your amount.' 'On the 
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contrary,' replied the knowing banker, 'I do not call any 1 
put it; on you.' And the operation being well timed, an 
unfavorable announcement concerning the affairs of the 
institution was made that afternoon, and the option dealer 
found himself the unwilling possessor of the whole amount 
of stock which had belonged to the banker, who through- 
out -the operation had never once been obliged to show his 
hand. 

"The above anecdote, which is probably fictitious, is 
not quoted so much with a view to dwell upon the ethics 
of Stock Exchange transactions as to remind the reader 
that the apparent market in 200 shares is one thing, and 
the actual market in 10,000 something very different." 

The reader will understand that the operations as de- 
scribed by Messrs. Castelli and Higgins are possible only 
in the London and Continental markets. 



CHAPTER VII. 

Arbitrage. 

The business of arbitraging between stock markets is 
one of the minor fields of industry pursued in the New 
York money market. An arbitrage business can be, and 
frequently is, conducted between New York and London, 
New York and Boston, New York and Philadelphia, and 
the New York Stock Exchange and the New York Con- 
solidated Exchanges. 

By long odds the most important arbitrage accounts are 
conducted between New York and London. It is taken for 
granted that the reader understands the business of the 
arbitrageur to be, buying in one market at a price and 
selling in another market at a better price, the object being 
to net the difference that may exist between the buying and 
selling prices in the two markets. Or, the operation may 
be reversed by selling first in one market and buying in 
another. 

The net difference between the purchase and sale does 
not represent profit, as out of the difference, the arbitra- 
geur must defray his expenses. 

Frequenters of Wall Street brokerage houses are famil- 
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iar with the first question of every speculator on his arrival 
at the office — "How is London?" Usually the tone of 
the London, influences the tone of the New York market, 
but at times they are quite wide apart, and then the arbi- 
trageur becomes busy. The arbitrageur's transactions in 
the two markets tends to bring the quotations close to- 
gether. 

With London time five hours ahead of New York time, 
9 A. M., in Wall Street is 2 P. M., in London. When Wail 
Street starts business in the morning London is about clos- 
ing the day's business. At 9 :15 A, M., or thereabouts, the 
Wall Street news agencies have distributed the 3 P. M-, 
London prices over the ticker and on the news slips. 

Long before the New York Stock Exchange opening, 
the arbitrage houses have been cabling to and receiving 
cables from their London correspondents. Their clerks 
have tabulated prices and reduced the London quotations 
to their New York equivalents. They also have to code 
their orders to be sent abroad and translate those received, 
and pay close attention to instructions. Mistakes are so 
costly that few are made. London prices are invariably 
higher than ours, the difference being represented by the 
cost of shipment and the prevailing rate of exchange. On 
another page the reader is informed how the New York 
equivalent of the London price is obtained. 
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There are less than a dozen firms engaged in the arbi- 
trage trade. They are all wealthy firms, and have invari- 
ably been engaged in the stock brokerage and banking busi- 
ness for many years. It may also be remarked that they 
are invariably "foreign houses;" that is to say, they are 
English or German firms and here the Hebrew financier 
is in a business environment that appeals to him. Of 
course arbitraging between New York and London makes 
necessary a strong financial London connection. Why 
American houses are not represented in this trade to a 
greater extent is due as much to indifference as anything 
else, but at the same time, as has already been said, it is 
probable that the English and German financier has a 
keener appreciation of a volume of small profits, and will 
spend more money in the form of work to secure the small 
profit than his New York brother. 

In arbitraging between the two markets, assume that 
St. Paul is quoted at 93V 2 "sellers" (or offered at 93y 2 ) 
in London at 3 P. M., while the first Wall Street quotation 
is 91 14. All American stocks are quoted in London on an 
arbitrary basis of $5 to £1 (i. e., $1 equals 4 shillings), 
and so the London offered price of 93^ is equal to a Wall 
Street quotation of 90.69 (with sterling exchange at 4.85) 
so that with the New York opening quotation of 91 1 /£ 
bid, the arbitrage house buys St. Paul in London at 93y 2 
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and sells St. Paul in New York at 91%. On this trans- 
action there would be a certain profitof 50 cents per share, 
or $50 per hundred shares, or one-half of one point. As- 
snming that the transaction is carried out to the end, and 
the stock bought in London is delivered in New York, the 
expense of shipping the St. Paul from London to New 
York would have to be deducted from the gross profit and 
it would leave a net profit of about %ty% cents per share. 
This expense would consist of the cost of transportation, 
the interest on the cost of the s'ack (offset in part by the 
interest on the stock borrowed for delivery in New York) 
and other incidentals described in detail in the chapter 
describing the method of shipping stocks between New 
York and London. 

But the arbitrageur does not carry out each transaction 
to the end, as might be supposed. The next trade follow- 
ing the one described may be a purchase of St. Paul in 
New York against a sale in London. Assuming that 100 
shares are dealt in, the arbitrageur finds that he has bought 
and sold 100 shares in each market, the stock is then ex- 
changed, and, each account balances. The arbitrageur trys 
if possible to even up his accounts for each day; but it will 
be readily understood that as he can borrow and lend in 
each market a series of unsettled or unbalanced trans- 
actions can be carried over an indefinite period at the 
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arbitrageur's convenience. The fewer actual shipments 
made, however, the greater his profits will he. 

In the London market the first New York prices arrive 
a few minutes after 3 P. M. The London arbitrageurs 
then study the New York market in international stocks 
very closely until their Stock Exchange closes, which time 
is 4 P. M., except on "account days," when it is 4:30 P. M, 
When the London exchange closes, though, trading in 
Americans does not cease in London where a "curb market" 
exists. The market in Americans after the formal closing 
adjourns to "Shortens Court," and dealings are continued 
there, sometimes until 7 o'clock in the evening, London 
time. The arbitrageurs' clerks in London have desk ac- 
commodations at the London cable offices and they have a 
constant stream of cable orders transmitted by messenger 
boy service to the market. In Wall Street the arbitrageurs' 
clerks are provided with temporary accommodations out- 
side the rail on the Stock Exchange floor. As regards the 
London market it may be added that abroad, prices are 
reduced to sixteenths. Here the minimum change is one- 
eighth. 

A good idea of the mechanism of the arbitrage trade be- 
tween London and New York may be had in considering the 
following description, that of a Londoner: "It is one of 
the most amazing of modern miracles that a man can more 
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quickly purchase and sell stocks at a distance of 3,000 miles 
than a roan in Fleet Street can operate on the London 
Stock Exchange, a quarter of an hour's walk away. It ib 
this, I had almost said, fatal facility that has enabled so 
many English speculators to take a hand in the American 
boom, when the lose of a few minutes might mean the win- 
ning or losing of a small fortune. 

"You would think that whehn stocks and shares are fluc- 
tuating wildly many times within an hour, it would be 
Bheer madness for any one in another continent to have 
anything to do with them, but with such marvellous rapid- 
ity are messages transmitted nowadays by cable that a 
transaction can be completed in Wall Street almost as 
quickly as in the London Stock Exchange by a broker on 
the spot. This speed in the transmission of orders enables 
the arbitrageur to secure his profits, 

"Suppose I have an order to buy £10,000 worth of Illi- 
nois Central. The purchase is completed within a couple 
of minutes of handing in the message in Shortors' Court 
and I can receive a reply from New York within five min- 
utes, a marvellous feat when you consider that the double 
message has travelled 6,000 miles. 

"As you may imagine these messages are reduced to the 
smallest possible dimensions. In fact, a cablegram, pur- 
chasing, say, £100,300 of stock, will probably consist of 
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three or four words only, with the time of despatch and a 

single letter to serve as name and address of the receiver. 

"These messages are despatched with what is literally 
lightning speed by a highly skilled band of cablists, the 
picked men of the army of operator's, who must not only be 
exceedingly expert cablists, but unfailingly accurate in 
transmission, for an error might mean loss of thousands 
of pounds. It says much for their skill and care that mis- 
takes are very rare indeed. 

"There are three rival cable companies in London — all 
almost wholly expert and reliable— one British, one French, 
and the third American. From 3 P. M., which means 10 
A. M. in New York, messages pour into these offices at the 
rate of many hundreds an hour and are flashed with in- 
conceivable rapidity over the wires from London via Ire- 
land and Canada to New York, the actual transmission 
over 3,000 miles of wire only taking a single minute. And 
quickly as these messages flash and fly westward under 
the Atlantic, other messages are flashing from New York 
' to London over the same wires without any possibility of 
getting in each other's way. 

"As many as 500 messages are often despatched in an 
hour and between 2,000 and 3,000 in a day ; and almost as 
many arc received in return, recording their contents on 
the almost endless serpent of paper which streams from 
the receiving machine. 
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"Even at a shilling a word it is possible to spend im- 
mense sums on cabling, a single firm often paying tht 
cable companies as much as £600 or £800 in a week, and 
perhaps it is no exaggeration to say that during the re- 
cent boom in American rails the receipts of the three 
cable companies were not less than £10,000 a week." 

The arbitrage business between New York, Boston, 
Philadelphia and Chicago is not very large. A few firms 
are engaged in it, and others have unsuccessfully attempted 
to trade in an arbitrage way in those stocks which have an 
inter-city market. Considerable expenditures are neces- 
sary in conducting the business. First, a special wire is 
required, then telegraph operators and clerks, to say noth- 
ing of brokers and the multitude of minor expenses. To 
arbitrage between the domestic markets the same rules are 
observed as prevail between New York and London, but 
it is obviously easier to effect the evening-up operation. 
One has only to ship by express balances in stock from 
Chicago or any other city to New York and make deliveries. 
At times, however, stocks in out of town names are not a 
technical good delivery, and a transfer of the stock certi- 
ficate may be required. In shipping stocks from New 
York to other cities the methods are substantially the same 
and very simple. 

While arbitraging between the Stock and Consolidated 
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Exchanges is not a recognized industry, nevertheless such 
a business is transacted. It is probable that more speed 
and alertness is displayed in this quarter than in any other 
branch of the arbitrage trade. In the more active stocks 
on the Consolidated Exchange the arbitrageur stands in a 
particular crowd and signals with the fingers of his hand 
to his telephone or telegraph operator. In this way prices, 
including bids and offers and actual sales are signalled with 
marvellous rapidity and accuracy. When well organized, 
there are excellent profits in this business, and between 
the two exchanges a larger and more profitable business is 
transacted than is generally believed. 

Between the two Exchanges it is an easy matter to settle 
balances. So many transactions are made in a day that in 
the ordinary course of things, the trading in a particular 
stock will balance, thug enabling the arbitrageur to even 
up his trades on each exchange. When this is not possible, 
balances are delivered in stock for which payment is made 
by check. 

Necessarily then it will be perceived that the business 
of arbitraging in stocks has rather narrow limitations, con- 
fined as it is to a few international banking firms, to Am- 
erican concerns having private wires between New York 
and the large interior cities, and to members of the Stock 
end Consolidated Exchanges. 



CHAPTEE VIII. 

Akbi tragi mr in Rights. 

In the five years prior to 1904 trading and arbitraging 
in stockholders' rights at times assumed quite large pro- 
portion in Wall Street. Generally this business was con- 
fined to rich banking firms, who were content with very 
small but very certain profits. 

Fot example, a railroad having its stock listed on the 
Stock Exchange, desired to raise new capital. Its stock 
was quoted at say 110. The company offered to its stock- 
holders of record on a certain date the "right" to sub- 
scribe to 10 per cent, of their holdings at par, or say 
100. 

Assume then, that yon had 100 shares. That would 
give you the "right" to subscribe for 10 shares at par or 
$1,000. In the open market the "rights" dealt in before 
the actual issue of stock, would probably sell for 9%. At 
those figures your "rights" on 100 shares would have a 
market value of $97.50. 

If you did not care to sell your "rights," but" preferred 
to subscribe to the new stock as an investment, your sub- 
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ecriptioo money would be forwarded to the company and 
on the date of issue the company would forward you a 
new certificate of stock for the 10 shares, costing you 
$1,000 and having a market value of, say, $1,100. 

Or, you could accept the other alternative and between 
the date of the company's offer and the closing of the 
books you could dispose of your, "rights" to the arbitrageur. 

The arbitrageur is willing to pay you slightly under the 
market value of the stock for your "rights." Thus, if 110 
is bid for the stock, he may offer you 9%, or $97.50, for 
. the "rights" on 100 shares. On buying the "rights" for 
100 shares of new stock at, say, 9%, he will sell 100 shares 
of old stock at 110. In that way he will derive a gross 
profit of $25 on the transaction. 

Technically, however, the arbitrageur is "long" the 
"right" to subscribe to 100 shares of new stock at 100, 
and "short" 100 shares of old stock at 110. He pays for 
and owns the "rights." Temporarily he borrows 100 
shares of old stock, on which he will probably receive in- 
terest of 2, 3 or 4 per cent., or slightly under the actual 
call money rate, and delivers it to the buyer at 110. 

When he exercises his "rights" and receives from the 
company a new certificate of 100 shares for which he pays 
$10,000, he notifies the firm from which the old stock was 
borrowed that the loan will be returned. It is accordingly 
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returned and the arbitrageur is now "even," he having 
bought 103 shares at 109%, and sold them at 110, netting 
the difference, plus the interest received on the borrowed 
stock. 

His expenses have consisted of clerk hire, general office 
expenses, and at times it is necessary to employ a part of 
his capital. But, as a rule, this branch of the stock broker- 
age or banking business is incidental to larger and more 
profitable operations. 

There are also other methods of arbitraging, which are 
even more complicated. For example, when the United 
States Steel Corporation was formed, relatively little ac- 
tual capital was employed, the stocks of the minor corpora- 
tions being merged in the large corporation. Stockholders 
simply exchanged their stocks in the minor companies for 
stock in the new corporation. 

The basis of value was made upon the most insignificant 
company in the group, which in this instance was the Am- 
erican Steel Hoop Company. A holder of 100 common 
and 100 preferred shares in the American Steel Hoop 
Company found that he would receive in exchange for 
his shares so many common and preferred shares in the 
United States Steel Corporation Before the issue of its 
new stock, the shares of the United States Steel Corpor- 
ation were dealt in on the "curb" "when and as issued." 
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Arbitrageurs found then that they could buy on the Stock 
Exchange at the market prices shares in the old companies 
and sell at the same time against their purchases an equi- 
valent amount of new stock on the curb, and in that way 
scalp a profit. Temporarily they were long of the old 
stock and short of the new, having to carry the old and 
borrow the new, until they effected the exchange. 

The operation simply called! for quick thinking and quick 
action. As a result of the arbitrageur's operations the 
stocks in the old and new corporations rapidly approached 
each other in equivalent market prices, and thereafter 
until the merger was effected profits were reduced to 
eighths and quarters. 

Such an arbitrage transaction involves considerable 
labor, nice bookkeeping and a slight element of risk. Gen- 
erally it is confined to banking houses, and to those iden- 
tified with underwriting the new stock or company, as the 
case may be. 



CHAPTER IX. 

< Usages of thk London Stock Exchange. 

Stocks in London are bought and sold for the current 
settlement, which takes place twice a month, and is com- 
posed of three days, viz. : 

First. — The so-called making up or contango day, on 
which day London brokers make their arrangements for 
carrying over or borrowing stocks until the next settle- 
ment, or declare that they will take up or deliver the stocks. 
On this, day also the settling price is fixed by the London 
Stock Exchange, and all accounts are made up and based 
on this price. Also the rate of interest (called contango) 
is fixed for carrying over or borrowing stocks, and all op- 
tions have to be declared at 12 o'clock. 

Second. — This is called the Ticket Day, on which all 
clearing tickets are passed. 

Third. — This is the Pay Day, on which stocks are de- 
livered and paid for, and on which day all differences are 
payable. 

Deliveries of stock have to be made in London in 10- 
share certificates, and every certificate of $1,000 par value 



has to have an English government stamp of 2s. affixed. 
Of course, this stamp only has to be put on once, and if 
certificates can be obtained which already bear the stamp 
they are a good delivery. 

Payment for American shares and bonds in London is 
made in pounds sterling at the invariably fixed rate of $5 
to £1, thus 100 shares of stock at $75 equal $7,500, equal 
to £1,500, etc. 

The commission for buying and selling American stocks 
is usually 6d. per share, equal to about $12.50 per 100 
shares. There is no commission for continuing transactions 
on settlement day over to the next settlement. The only 
remuneration which the broker in London obtains for the 
work entailed, consists of charging his clients usually 
one-half per cent, per annum more interest than that which 
he has to pay for having stocks carried over, or allowing to 
clients who are "short" of the market one-half per cent, 
per annum less than that which he receives on borrowed 
stock. It is only on exceedingly rare occasions that stocks 
in London are go scarce as to command a premium (called 
"backwardation"), which premium, however, if it should 
occur, would be credited to the client who is 'long," or 
charged to the one who is "short." 

On every bargain made in London an English govern- 
ment stamp of Is. has to be affixed to the contract note. 
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Dividends are collected by the London broker, from 
which, however, the English income tax, which is at pres- 
ent Is. per pound, or equal to 5 per cent, is deducted. Thus 
a dividend of $1,000 would net only $950. There are no 
other expenses connected with the business, except those for 
cabling, which are, however, very small. 

Regarding the time limit of orders it may be said that 
orders sent from Wall Street to London during the after- 
noon or evening, unless otherwise agreed, are considered in 
London good until 3 P. M., in London, thus (allowing for 
five hours difference in time) receiving an answer by about 
9:30 A. M., barring delays of the cable companies. Or- 
ders sent during the day are usually considered good for 
the rest of the day, unless an arrangement is made that 
they should be good only for a certain length of time, say 
fifteen to thirty minutes, or unless the cable states how 
long the order should be in force, as for instance, "imme- 
diately," "five minutes," "one hour," etc, etc. 



CHAPTER X. 

Method of Shipping Stocks Between London and 
New Yoke. 

The usual way of bringing stocks from London to New 
York is to arrange with some New York banking house to 
take up the stock on Pay Day in London and ship it over, 
and to deliver it here on arrival against payment. The 
price of the cable transfer has to be arranged with the 
banker, and there are no other charges except postage and 
insurance, which latter is about 50 cents on each $1,000 
value. The banker also charges interest on his outlay of 
money from the time of his payment in London until the 
delivery of the stocks here. 

Sometimes also stocks are brought over by instructing 
the London broker to ship and draw on New York, but in 
most cases the Exchange figures out a little higher in this 
way. 

Sometimes it is also practicable to exchange the shares 
by delivering the stocks in London and receiving them sim- 
ultaneously here both against payment. 

The usual method of shipping stock from New York to 
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London is to have the shares transferred into 10-share cer- 
tificates and sell a draft with the stock attached to some 
New York banking house. The only charges are the insur- 
ance and the postage. Unless certificates can be obtained 
which already have been in England and have the pre- 
viously mentioned government stamp of 2s. on each ten 
shares attached, the same will have to be affixed in London, 
which, of course, is charged to the client. There are no 
other expenses connected with forwarding stock from Lon- 
don to New York, or New York to London. 

Should stocks arrive in London before Pay Day, the 
broker of course charges interest for carrying them over 
until he can deliver them on the settlement. 

Many of the large arbitrage houses never insure shares, 
but ship the certificates, after having the numbers certified 
to by a notary public, and in case of loss of the certificates, 
new ones are issued by the corporation that issued the lost 
certificates. 

The cost of insurance, however, is so small (50 cents to 
60 cents on each $1,000 value) that it is regarded as the 
better plan to insure. Bonds, of course, are always insured. 

Sometimes it is also possible to exchange shares with ar- 
bitrage houses, who are 'long" in London and "short" in 
New York. 

For the purpose of illustrating the cost of shipping stock 
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to and from New York, the following illustrations were 
prepared by Mr. H. W. Rosenbaum : 

Example No. 1. 
Pro forma statement of cost of 1,000 St. Paul bought 
in London at 154^ and shipped to New York. 

Bought 1,000 St. Paul at 154y 2 £30,900.00 

6d. commission per share £25 

Contract stamp 1. 

Cables to and from London 10. 

25.11 

Total cost £30,925.11 

To bring the stock to New York we buy for the London 
Settlement Day a cable transfer at, say, $4.8'i'%, to be paid 
in New York upon delivery of the stock here, with interest 
from the time of payment in London until reimbursement 
here, say about 10 days, subsequently: 

£30,925.11 at $4.87% $150,839.37 

Insurance at 50c. per $1,000, about. $75 
Postage 1. 

Total cost in New York, about 150% 

On these transactions about ten days' interest will have 
to be paid to the bankers for their outlay of the money 
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while the stock is in transit, which, however, is compen- 
sated for by not having to pay for the stock here until ar- 
rival and delivery in New York. 

Example No. 3. 
Pro forma statement of cost of 1,000 Ontario & Western 
told in London at 35, and shipped to London: 

Sale of 1,000 Ontario & Western at 35 £7,000 

Less commission and stamp £25 1, 

Cable expenses 9. 

English gov't stamp of 2s. on each 

10 shares 10. 

35.10 

£6,964.10 
We ship the stock to London with draft, and 
sell the draft to banker at, say, $4.87, 

amounts to $33,917.11 

Less insurance and postage 17.48 

Net proceeds $33,899.63 

or equal to 33 90-100 per share. 

In the matter of evening-up positions, most of the New 
York firms doing business in London prefer not to bring 
any stocks over, or to ship them abroad, except in cases of 
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absolute necessity, such as when a position should become 
unwieldly large, or when stocks or money should become 
very scarce. As a general rule, they prefer to leave stocks 
which they are "long" of in London and wait for a day 
when the London market is somewhat higher than the 
New York market, and then turn their position by selling 
ont their "long" stock in London and buying it back in 
New York, or in the reverse case to wait for a day when 
London is lower than New York and buy in the "short" 
stock in London and sell it out in New York, thus evening 
up their position. 

The exchange of stock transaction cables between New 
York and London, if the proper arrangements are made, 
is very rapid; and, in fact, much more so than between 
New York and Boston or Philadelphia, and when the busi- 
ness is well organized answers are generally received in fif- 
teen or twenty minutes. 

Writing of the probably closer relations that will exist 
in the future between the New York and London stock 
markets. Mr. H. W. Eosenbaum says : "It seems strange 
that so few persons take advantage of the facilities that 
are offered to occasionally transact business in London 
in preference to New York, and how few are familiar 
enough with the situation to take the pains to buy in the 
lowest and sell in the highest market. 
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"The customs of the London Exchange may be different 
from ours in some minor details, but any one may easily 
become familiar with these differences, and thus he able 
to determine quickly which of the two markets is the more- 
ad vantageons. 

"I am not alluding to the arbitrage business, which is a 
branch of stock exchange business in itself, although the 
ability to arbitrate may be easily and quickly acquired. 

"I refer particularly to the opportunities which are of- 
fered in London at certain times when the New York Ex- 
change is closed. 

"Many houses having recently become cognizant of this 
fact have, with the sanction of their clients, often executed 
large orders in London, which could not possibly have been 
executed in New York, and especially large buying and 
selling orders were given over night, and were executed at 
prices that could not have been obtained in our market 
either at the close of business or at the opening the follow- 
ing morning. 

"One of the principal advantages which the London 
market offers is that stocks bought or sold between settle- 
ments are free of interest. Thus, when money is very ac- 
tive in New York, it may often be preferable to buy in the 
London market, and vice versa, when stocks are scarce in 
New York it may be preferable to sell in London." 



CHAPTER XI. 
Trading in London Options from New York. 

Three is an increasing disposition to trade in London 
options from New York. Several excellent firms are en- 
gaged in this business. In the great rise that culminated 
in 1903, immense profits were paid by London dealers to 
their fortunate New York customers. 

The regular London option is always either a Put or a 
Call, or both, at the market price of the stock at the time 
the bargain is made, to which is immediately added the 
cost of carrying or borrowing the stock until the maturity 
of the option. 

Options in London are always for a specific settlement, 
say, for instance, for the End April or May Settlement and 
cannot be exercised before. Of course dealing can always 
be made against options by selling against Calls, or buying 
against Puts as the case may be. When making such 
transactions against options which have a long time to run, 
most operators make sales or purchases for the same set- 
tlement on which the option matures, thereby avoiding 
either a "Bear position" or a "Bull position" in the stock 
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market, with the attendant risks of the money market, 
or of a scarcity of stock, and the necessity of making 
up the differences on borrowed or loaned stock during 
the intervening settlements. This is in most cases the 
simplest and best way of dealing against a future option. 

Options at a distance above or below the market price are 
done occasionally, and are called "fancy options." These 
however, are not regularly quoted and can only be done on 
special occasions, while the regular option as described 
above, can be bought at any time in practically unlimited 
amounts. 

All option contracts are subject to the rules of the Lon- 
don Stock Exchange, and must be declared on the first 
day (Contango or making up day) of the Settlement for 
which the option was bought. 

Dividends go with the stock, a Call being entitled to the 
dividend declared, aud a Put having to make good the divi- 
dend. 

When the London option matures it is incumbent upon 
the broker to declare for the account of his client the Call 
if the Call is above the Call price, or the Put if the stock 
is below the Put price. Therefore, clients who do not wish 
to carry stock over or remain "short" of stock after the 
option has expired should instruct their brokers to sell 
out their stock at maturity if above the Call price, or buy 
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in the stock if below the Put price, as otherwise the broker 
would declare the option and carry forward the position 
for account of his client. 

Or, another explanation is: "1. — In accordance with 
the rules and regulations of the London Stock Exchange, 
options in London are only available at the specified period. 
The option has to be declared in London at 12 o'clock on 
the first day of the respective settlement (called the Con- 
tango or Option Day) and the securities are delivered and 
paid for on the third dady of the settlement (called Pay 
Day) therefore, when an option is quoted for the end of a 
certain month, it must be understood to be for the settle- 
ment at the end of that month. The settling days are gen- 
erally announced by the London Stock Exchange Commit- 
tee about two months ahead, and are usually so arranged 
that the three days* follow each other without any inter- 
vening Saturday, Sunday or holiday. 

"2. — The London Option priee is always arranged when 
the order is executed. The price is the price at which the 
security could be bought or sold, deliverable at the time 
when the option matures. Therefore Interest at a fair 
rate (called Contango) is added immediately to the cash 
price of the security when the order is executed, and the 
price at which the option is then reported as bought in- 
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dudes the interest, and is consequently the price flat (with 
ont any further interest) at which the securities will be 
received or delivered at maturity of the option. Divi- 
dends, however, go with the securities, the owner of the 
Call being entitled to the dividend, the owner of the Put 
having to allow the dividend if the option is exercised." 



CHAPTER XII. 

An Option Pbice List. 

A specimen option price list quoted by a Wall Street 
broker is m follows: New Yorkj Oetober 18j 1900> 

OPTIONS IN LONDON. 

QUOTATIONS. 

The quotation is for the single option (either a "Put" 
or a "Call.") The double option (Straddle) is double the 
premium. Mid. Nor. End Nov. End Dec. 

Per cent. Per cent, Per cent 

Louis. & Nash 2 214 2% 

Atch. Pfd 2 214 2% 

Tin. Pac. Com 8% 8% 2% 

St. Paul Zy 8 2% 2% 

Nor. Pac. Com 2 2% 

Nor. Pac. Pfd 1% 

N. T. Central 2% 

So. Pacific ty 2 1% 2 

Anaconda £% £y 2 persh 

Pennsylvania 1% zy s " 

Orders for the purchase and sale of stocks against op- 
tions executed for % per cent. 



CHAPTEE XIII. 
The Conversion of London into New Yoek Fhices. 



The conversion of London into New York prices with- 
"out a table is a rather clumsy arithmetical calculation. 
Taking the London price, you multiply it by the Wall 
Street price of demand sterling exchange, and then divide 
by five. 

Mr. H. W. Rosenbaum has arranged the following very 
excellent tables, enabling anyone to quickly convert Lon- 
don prices into New York prices by deducting from the 
London prices the figures named. 

For instance, with exchange at $4.87^ : 

London price 75 

Deduct , 01.88 

New York equivalent 73.12 

If the London price is 75%, you would adopt the same 
process and add the fraction of 0.37 to the price, making 
the equivalent 73.50. 
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Wta, .t.ck. „e quoted OTet 100> iM ^ 

getner, as, for instance: 
Exchange, $4.87^. 



Londoi 

Deduct 

Deduct $1.40 for t 



ldon Price 

-,, , , „ 156.50 

Deduct $2.50 for 100 



f, say, 152%. 



JL.2 co "™ rt He * York »*- »"> *»">»■> 

«.. Ne» Y„,t pnce md ^ ^ ^ ^ 
all practical purposes. 



CHAPTER XIV. 

Stock Conversion Tablbs. 
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Nelson's 

Wall Street 

Library 



Vol. I. The A B C of Wall Street 

By S. A. Nelson. 164 pages, illustrated. Com- 
pletely and accurately descriptive of the money and 
speculative markets, and also containing a dictionary 
of Wall Street words, names and phrases. 

Vol. II. The Anatomy of a Railroad 
Report and Ton Mile Cost 

By Thomas F. Woodlock. 116 pages. An analysis of 
railroad reports — written by an authority on Ihe sub- 
ject — for investors, stockholders and students, together 
with a study in railroad economics of value to anyone 
interested in American railroad finance and management. 

Vol. III. The Theory of Stock Exchange 
Speculation 

By Arthur Crump. 125 pages. A volume that should 
be studied by every trader in stocks. 

Othtr volumes in preparation. 

The series is bound in cloth and leather and can be 
ordered through booksellers and newsdealers generally, 
or will be mailed postpaid for $1.00 each. 

S. A. Nelson, Publisher 
19 Park Place New York City 



The A B C 



Banks and Bank-in 

By Mr. Geo. M. Coffin 

Ex-Dipuly Comptroller of the Curnncj 



g 



THE object of this book is to give a simple and concise 
expla nation of the principles and practice of bank- 
ing in the United States, and it is successfully accom- 
plished. It is designed to appeal to the outsider as well as 
the man in the bank. While by no means the last, or every 
word about banking, it can be accepted as an authoritative 
primer, covering a field that has hitherto been somewhat 
neglected. In view of the growth of commercial and 
economic education, the author hopes that the book will be 
serviceable to teachers and students as well as business 
men. The chapter arrangement is: Banking in General. 
Various Kinds of Banking, Capital Stock. Shareholders' 
Rights and Liabilities, Undivided Profits, Dividends and 
Surplus, Deposits, Checks, Lawful Money Reserve, Issuing 
Bank Notes, Borrowing Money, Loans and Discounts, 
Exchanges, Collections, Letters of Credit, Bonds, Mort- 
gages and Stocks, Bank Reports, Examinations, Directors, 
Executive Officers, Internal Administration and Bookkeep- 
ing, and other suggestions. The student and young busi- 
nessman cannot fail to find this little volume of decided 
value, and every banker would do well to place it in the 
hands of his clerks and depositors. 137 pages, 16 mo., $1.25. 

S. A. Nelson, Publisher 
19 Park Place New York City 



Vol. V. 

The A B C 

of 

Stock Speculation 

By S. A. Nrisoh 

THIS book expounds Dow'a Theory 
of Specula tioa, the value of which 
is recognized by traders of experi- 
ence, and it also contains studies of practical worth 
to any one interested in the subject. Observation and ex- 
perience dating over a quarter of a century are herein crys- 
tallized, and the keenest trader will at once concede the 
usefulness of such a book. The chapter arrangement is: 
Origin of Stock Brokers, Stock Exchanges and Stock Spec- 
ulation, Stock Speculation, Stock Speculation and Gambling, 
The Morality of Wall Street, Scientific Speculation, The 
Two General Methods of Trading, Three General Lines of 
Reasoning, Swings Within Swings, Methods of Reading the 
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